Albert Berry on Clifford Zinnes and Omar Azfar’ s “ Confronting the Ingtitutional Obstaclesto Trade
Liberdization and its Benefitsto SMES.”

(No particular order to these comments--free association).

1. Related partly to credibility and partly to identification of winners and losers. Regarding identification,
the generdization that its eeser to pick out the losarsis probably less clear with SMEs than in generd,
partly, as | mentioned, because of the fact that sector of activity may not be a very good predictor of
whether one is a winner or loser. (Actudly sector is not as good a predictor in generd as is often
argued. Both DiazAlgandro for Colombia and Gindling for Costa Rica found a large overlap between
import subgtitutors and exporters. This should not be too surprising if one accepts the common view of
the East Asian story that import substituting was the stage where a firm learned how to be an exporter.
Whether this pattern is as common esewhere I'm not sure.) Another reason why sector does not
predict well isthat alot of former import subgtitute producers become importers, which is what some of
them did before they gtarted to produce. They have digtribution channds in ether case, which gives
them an incentive to stay around the same products.

Anyway, a gpecia aspect of SMEs is their high birth and deeth rates. Many firms which die as a result
of import competition may be efficient enough but low on financid reserves or something like that. To
sum it up, we don't yet have much empirically based understanding of which SMEs will lose as aresult
of import liberdization. It depends a lot on exchange rate fluctuations as well as on changes in rdative
prices of different products. Probably a relevant categorization would distinguish firms according to:

i) potentia losers who could with modest ass stance become winners or at least survivors,

i) unequivocd losrs

iii) unequivoca winners.

It would then be paliticaly important to know whether there are alot of firmsin category (i) and if they
know they are there. If the answer to both questions is yes, then the optima policy would not be so
much one of buying them off as helping them to invest in becoming efficient under the new rules of the
game.

Although | do think it's hard to predict who the SME losers will be with much accuracy, this does not
necessarily mean that there is no political problem, since there is a widespread belief that import
liberdization hurts SVIEs. And there is probably quite a bit of truth to this, the problem is that the
damage may not be very targeted towards those firms who suffer a basic comparative disadvantage but
rather smply to firms which cannot quickly make the (perhgps modest) adjustments which would alow
them to convert a basc competitiveness into the form in which it would pay off under the new
cirecumstances. Quite a few may fed very threatened even though in the event they might survive nicely
enough; they don't know this in advance and their risk averson may lead to a lot of complaints or even
the decision to close down. The state might for political reasons be tempted to pay off alot of firms,
some of which would survive anyway, some of which should not and will not survive (the natura group
to be bought off) and others of which don't really need to be bought off but to be asssted to adjust to
the new circumstances. A conceptud framework which makes these distinctions starts to sound rather
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unwieldy, but its probably worth at least giving some thought to it.

Findly, around this point of identifiability of loserswinners. Often | think thaet what makes the losers
identifiable is not just sector but the combination of sector and size; it's those two features which tend to
imply "wrong technology for a country's factor endowments." So the big state or private iron and sted
complexes have often been ingfficient, but quite a few of the smaller sted operations and metaworking
ones haven't; they buy used machinery, cut corners, etc. SMES in a given two digit indusiry can have
quite a range of factor proportions, suggesting that some will be inefficient and others will not. In
generd, protectionist gpparatuses are st up with big firm beneficiaries in mind; then SMEs grow up
under the protectionist umbrella but often achieve much higher efficiency that the big ones and would not
or should not be wiped out by stable (i.e. not much redl exchange rate voldility) trade liberdization. So
this would be a case where sector might not help much to identify SME losers, though it might be pretty
good at identifying large enterprise losers.

Ancther Sze-rdaed difference in this winners vs. losers agpect of things may be the following. Thereis
abig difference in sunk cost and in time between alarge potentid winner and alarge potentid loser. The
former does not exigt yet and might take quite a while to become big even if it came into existence fairly
soon after apolicy change. Among smdler firms, potentid winners may come into existence quickly and
without a heavy capitd invesment. | suspect it was in some absolute sense easier to predict that
Colombia would become a flower exporter than that Costa Rica would get INTEL. Nugent mentioned
(his p. 18) that the former had not been predicted prior to the 1980s; but in the late 1960s two
Americans with MBAs told me it was an option with a great future. If the policy-makers and academics
were not aware of it this reflected more a lack of attention to what businesspeople were up to than
anything else. Drug exports (aso produced by what we may cal SMEs) were, sadly, very predictable
from Colombia. Perhaps | am overly optimistic on this point, but do wonder if, with a good rapport
between government and business the former might not be able to identify a strong group of SME dlies
with potential export capability. The evolution of programs to hep SMEs export has probably aso
thrown up some vauable evidence on this point by now.

At atheoreticd level, | would think that the characteristics which would help to identify SME exporters
of the future would be sector of activity (not the whole story but certainly part of it), need for a bigger
market than the loca one (economies of scale can play arole in SMIE export proclivity), firm-specific
internationa transactions codts (e.g. does someone operate easily in English?) and flexibility and attitude
to risk. If thisis the case, the question would then become whether it’'s possible to build up a support
group whose members share some of the relevant characteristics along these spectra. | would probably
try to identify smdlish firms which are into the second generation--children of the founder. That child is
much more likely to know a foreign language and to be a ease with new means of communications o
internationd trade is not seen as so0 daunting. Also the child has a higher opportunity cost than the
founder so unless the firm expands he/she is liadble to go esewhere. This may provide an impulse to
growth, which may imply growth into foreign markets.

In some products, SMEs tend to export more to nearby countries (Brazil-Argenting, etc.). This means
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that the products aso tend to differ somewhat, since exports to rich countries tend to be more based on
factor proportions differences than those to nearby countries to other considerations.

Losers from liberdization will often include both the capitd holders and the workers in the affected
industry. The generd population of workerswill likely be helped by any successful SME drategy. In any
case, there are winners and losers among the different groups of workers, which raises the question of
identification and buying off of the losers. It would seem overoptimistic to think that the potentia winners
among workers could be persuaded that they in fact do fall in that category.

I'm not surewhat dl of this adds up to.

2. On credibility, snce most LDC governments have not built up much of that intangible based on their
SME policies, they presumably have to gart pretty much from scratch, whatever that means in the
concrete terms of a given specific Stuation. So the likelihood that the "winners' would actudly believe
gov't might be reduced. In contrast, credibility with large firmsis likely to be high, at least based on the
past record, sSince in most cases they have been the favoured group.

3. Its worth noting that predicting winners isimportant not only in the event that some politica support is
needed but dso because effective policy is sometimes impossible without having some idea of who the
new successes will be. Although the free trade paradigm has as a centrd ideathat the market should be
dlowed to "choose' which sectors have comparative advantage, this conceptudization has to be
somewhat modified when we recognize that the government's role of public good provision has a good
ded of sector-gpecificity to it. So if one waits until the market has reveded which industries have
comparative advantage, one may miss the best options, ones in which the public good component is
sgnificant and the private sector will not come forward and invest until the gtate has either moved first or
promised to do so. This public good issue arises in the context of SME under trade liberdization, snce
the public goods which SMEs need are often different from those which larger firms need. Whatever is
the likelihood that large potentidly competitive exporters will not become actua exporters due to

absence of the complementary public goods, thisis more likely in the case of SMEs since alot of public
goods provison involves economies of scale; large firms can sometimes aubgtitute for state fallure here
but smdler firms have greater difficulty. Probably a lot of the enormous difference in the success of

SMEs as between a Taiwan and a Peru is due to differentia effectivenessin public goods provision.

4. An implication of the above isthat a free trade policy makes most sense when it is effectively "nested”

in apolicy structure which achieves neutrality across sectors and other relevant digtinctions among firms
in such aress as public goods provison. Otherwise we get into the theory of the second best, in which,
for example, the argument for free trade is substantially weakened.

5. Perhaps especidly in the area of regulation and judtice it's important to identify abusive relaionships
among firms as a source of difficuties for SMES. The push towards monopoly power interacts with
government incompetence, corruption, and lack of policy tools in a powerful way. Many andysts of the
SME world make the digtinction among (i) members of clusters, (ii) subcontractors, and (iii)
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independents. We economigts focus alot on the purely economic factors helping to explain the existence
of categories i) and (ii), but it’s clear dso that power and poalitics matters perhaps as much and more.
Regulations to protect the SMIE may not be necessary when it has a large firm protector, because it's
useful to the large firm. But of course this power imbaance will affect the digtribution of benefits.

A paticularly trade-rdlated verdon of this "abuse rdated to Sz€' question has shown up higtoricdly
especidly in agriculture. The problem (which should be a plus rather than a problem) begins with the
fact that export opportunities create bigger potentia profits than domestic sales. In a context of socio-
economic inequdity what then happens is that if a price change (e.g. higher price of an export) occurs,
the assets specific to that export are now coveted by the powerful. In a fair society the asset-holders
now proceed to get the benefits of the export markets; in al too many cases, however, the powerful
wrest the factors of production (mainly land) from the poor, precisdy because trade opportunities made
those assets vauable. (This is the higtory of the expropriation of coffee lands from the indigenous
peoples of Central America and parts of South America during the coffee boom of late 19th and early
20th centuries). So what should have been a process producing growth with equity produced growth
with inequdity due to the vulnerability of the inditutions of socid justice. They could not withstand the
pressures associated with the large potentiad gains from trade.

The above involves an inditutiond flaw in legd/judicia sysems. When it comes to effective exploitation
of natura resources another problem is lack of futures markets good enough to discourage current
"mining" of resources by individuas who cannot find anyone willing to hold the resources until the point
where their socid vaue would be maximized. A big problem for forestry, mining, etc. One that
economids identify eesly enough, but where the inditutiond dimensons of markets effectivdy
connecting the present and the future are the issue.

6. | mentioned that one of the chdlenges to analyds, a least in the Latin American context, is why
increases in income inequdity have so often accompanied the trade (and other) reforms. Among what
seem to me the more interesting hypotheses is the idea that it has a lot to do with firm sze
consderations, e.g. the fact that internationa trade is characterized by grester economies of scaethanis
domedtic trade, so the grester the share of production is traded internationally the better the competitive
position of larger rather than smdler firms, ceteris paribus. In Lain America it dso gppears that the
liberdization period has seen widening of productivity gaps between the large and the SME categories,
50 this has probably played a role in the widening inequdity gaps. This is another reason to probe the
factorsin the East Adan successin linking SMES so well into internationd trade.

7. Thereis some interest in the question of whether small exportersfit best with smal importers, or more
precisaly, whether this combination has been less adequately explored and developed than other trade-
gze combinations. There is an obvious logic to it. We see alot more of this samdl to smdl internationd

trade among developed countries now that barriers are lower. Can it flourish equaly between
developing countries? Does the information revolution provide aleg up in this direction? Does one need
arather different set of inditutions to make it work well?
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8. One of the senses in which the NIE is relevant to liberdization questions (and many others) involves
its focus on economic dynamics, where traditional economic theory is wesk.

9. In many inditutiona/ regulatory policy areas there is the problem that the ided indtitutions for SMIEs
are different from those for large firms. Perhaps labour legidation asit isin some developing countries is
OK. for large firms, with their low wage shares of vaue added, economies of scale sufficient to not
need often to fire people, etc. Perhaps lifetime employment generates strong accumulation of firm:
gpecific human capitd. But SMEs live in a different world in terms of their needs for flexibility. Aslong
asthefocusis SMEs this need to different ingtitutions must be countenanced and dedlt with somehow.

10. | think it would be worthwhile to disaggregate the concept of credibility in various ways. | can seea
high likelihood that some parties dfected by a policy change would "believe" that government would
carry through the policy change but not that it would compensate them afterwards. This might magnify
the need to compensate in advance?

11. (Related to more genera comments below on the specific issues associated with trade reform). |
think that the theory of mutua benefits from trade is, as economic ideas go, rather counter-intuitive. Not
too many people not trained in economics figure it out easly; quite a few gravitate to the opposite
postion. If a person or group starts without an understanding of the theory of comparative advantage
and looks at the empirical record in say, Latin America, | would think that trade reform would be a hard
|, at least outside the smdll cadre trained in economics. If thisistrue, whet are itsimplications for NIE
thinking? | can see tax reform as being much more transparent to the naked eye, i.e. much eesier to be
persuaded that its good to collect taxes in a way which minimizes transactions costs and resulting
digtortions.

12. | wasn't sure whether externdities condtitute a redly important aspect of thinking about trade policy.
Not to deny them their place, but they may have received more attention because everybody accepts
that their existence cdls for a qudification on any smple free market rules, i.e. they must be dedlt with.
Not everyone accepts that the "learning by doing argument for protection” needs to be included in the
discusson; but maybe its a more important determinant of Sze and setting for gains from trade. Just a

thought.

13. A point you made in the presentations and discussion, that adjustment to a new trade regime would
be expected to lead to some unemployment. | had a couple of thoughts here. Firs, in developing
countries a lot of the labour adjustment process involves moves between formd and informa segments
of the labour market rather than between employment and unemployment. So where this is the case
(depends on the country) it might cdl for a rewording of the basic point you are making. Second,
athough one conceptudizes the economic adjustment involved as cdling for a shift of human resources
between sectors, it seems frequently that amost no one goes directly from the losing to the gaining
sector. This is partly because the big informa sector is part of the overdl story. But its dso partly
because the expanding sector is often changing technologicaly as it expands so that it does not take on
many if any more workers. Another part of the process is intra-firm, as the firms shifts among products
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without necessarily having to fire anyone. Ultimately some sort of reshuffling of the labour resource is
probably happening, but it doesn't seem to be nearly as smple as we expected.

14. Regarding winners and losers, it is useful to throw in the idea that the extent of both gains and losses
islikely to be affected by the rate of growth of the economy as awhole. In a vibrant economy a variety
of new options is usualy popping up o that losers can find a new opportunity farly quickly. Thistends
to affect thair attitude to change. Same for the winners who are likely to win faster and bigger and with
less down siderisk.

Findly, of course, it is much easier for the Sate to come up with some resources to buy off losers under
these favourable conditions.

15. Asagenerdization, | think that though the firgt level of andysis around many of the issues dedlt with
here involves focusng on what we believe to be "first bet" conditions, the next and probably more
important level involves focussing on what is the best step from where we are now. In the case of

legd/judicid indtitutions, the combination of incompetence in the system, corruption and unavoidably

high transactions codts rules out quite a few mechanisms or insruments that we may have in mind. As|

mentioned, most SVIES assume that the legd system is not potentialy helpful to them; usudly its a threat
ingead. | would assume that turning this around may be such a big job as to render it temporarily

irrdlevant. So what are the intermediate improvements which are feasible. Possibly the best subgtitute for
a better system of contractsis abit better access to working capitd so that the SME can sustain the loss
of a shipment it has been cheated out of. Perhaps its improvements in the sort of services Better

Business Bureaus make available on whether afirm has a bad record in its dedlings with others. Perhaps
the control of common and property crime are key; the former seems to affect who iswilling to work at
a given establishment. Perhaps, though, there are generd equilibrium aspects to these issues which make
the obvious hypotheses |ess obvious when one understands the whole picture better. If rents are closdy
related to safety, then the benefits of crime control may be partialy eroded through higher rental codts.

16. Perhaps the more efficient operation of the "letter of credit” can in some countries help SMEs with
asoiraions to exporting.

17. The role of the trade intermediary, which you discuss in the paper, is an interesting and important
one. Does the Japanese trading house experience have important lessons? Are there experiences of
ingtitutions which have achieved efficiency without being too monopolistic? Can an SVMIE which gets
indirectly hooked into international markets through an intermediary which extracts al of the rents
nonetheless use this as the first step towards a more independent relationship. Perhaps there can be an
evolution rather like that observed in Japan between contractors and subcontractors; origindly it was
argued that the latter suffered a lot of exploitation through the unequal bargaining power of the two
parties, but this changed with time. One interpretation is thet this was just a reflection of the changing
scarcity of the services provided by the subcontractors. Another would be that there was a learning
process which alowed them to get a better share of the rents. Perhaps there is room in the market for
enough competition among intermediaries such that this improves the benefits to smaler exporters. On
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al these points | think it is eventualy essentid to have empirica studies to sort things out.

18. In a generd project on the role of inditutions in helping to assure that the SME sector makes its
maximum possible contribution, 1 would start to build up a matrix which would have on one side those
policy and support areas most important to SME success (hot limited to government policy since
support may come from business associations, etc.) and on the other the ingitutiona weaknesses or
chalenges which need to be dedlt with to get close to where one wants to be. The main public sector
wesknesses to bear in mind would be:
i) incompetence--many governments are competent on many other things but not on SME
support palicy, so it’s not enough to be thinking of incompetence in some overdl or generd
sense;
ii) red tape, which could be placed under (i) but is worth separating out, leaving (i) to pick up
the idea of government not knowing what should be done;
iii) corruption;
iv) bias versus smaller, wesker actors.
All of these areas interact in important ways.

19. Related to the more generd comment below about how confident we should be in defining good
trade policy, | would think in terms of disaggregating policy reform, not only to take account of

sequencing and the fact that some countries are only going to go so far in any case but aso to alow for
the fact that the payoffs may be very concentrated in certain eements of reform, or the costs in other
elements. For me an obvious contrast would be between designing an exchange rate policy which would
achieve a high leve of gability in that variable (safe and probably high payoff) vs. cutting tariffs and
NTBs in industries with a good chance of becoming competitive in the medium run (could be good or
bad). In short, it s;emsto me beneficia to think hard about the safe e ements and the more questionable
onesin this generd package of trade policy reforms.

20. While it is obvioudy important to try to work out the theory of policy reform and to put one's finger
on the mechaniams (identifying winners and losers, achieving credibility, etc.) it would be too optimistic
to think that the bulk of the relevant ideas can be worked out that way. So | would couple the forward-
looking analysis of how to do things with a matching component of dissection of past experiences of

positive policy or inditutiond reform. How did Korea get to have the quality of public service that it has
in many areas? To what extent can good policy in a given aea be based on a narrow range of

ingtitutions related to that policy area and to what extent does it depend on overdl qudity? | think the
historical record is the only way to advance our understanding on alot of these points. | think someone
mentioned the pragmatism of some of the East Asian decison-makers. What sorts of ingditutions help to
build that in? And so on.

21. With decentraization occurring, the interface with good SME policy and inditutiona support is
naturaly important. Clusters usualy involve loca government and other inditutions and take advantage
of closeness between business and inditutions. Perhaps policy competition among regions can be
mobilized as a source of advances as has been argued from the Mexican case. What is the optima
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degree of independence of locd indtitutions from higher ones, coupled with a good leve of information
flow?

22. Risk averson drives many agents, individuds, firms and governments and other ingtitutions more
than | think we often take into account. Effective responses to such aversion probably involve
understanding it better, improving flows of information which would have the effect of reducing it,
pendlizing behaviour patterns which reflect extremely damaging risk averson behaviour and so on.
Understanding risk averson involves replicating the ways agents see dternative scenarios a a given
point of time. Credibility of policy will, | suppose, sometimes involve gainsaying a scenario which
condtitutes the "risk” that someone is trying to avoid, sometimes triggering the buy-out payment of losers
to that scenario, etc. Sometimes the bad scenarios are easy to identify but sometimes not. If thereisa
clear divergence between our view as policy designers and the view of the agents, it behooves us both
to understand this divergence better. Too often in the past the policy designers have been unaware of
aspects of the microeconomics of SMES, especidly those aspects which make the firms vulnerable to
modest changes of setting.

Findly, amore generd (rdlated) comment, which is more in response to Nugent's paper but relevant to
your'sin adifferent way. As| mention to him, | fet there was an imbaance between the careful thinking
out of aspects of the reform process qua process, but against a backdrop of an relatively unqudified
acceptance of the proposition that free trade will be optimal for dl. Of course neither these papers nor
this project are responsible for that latter conclusion, but they give the impression of accepting what |
think is alooseness in the thinking about the merits of ex post trade reform which they would not accept
about the process of trade reform. For more on this, see my comments on Nugent's paper. | redizeit’s
not easy, if feesble a al, to make dterations in mid-stream. On the other hand, as | note in comments
to Nugent, | think the next wave of thinking about trade and its benefits will be more dynamic and
inditution-related than previous ones, which plays nicely into the defining characterigtic of your project.
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